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Abstract

In this thesis I theoretically investigate the impact of capital gains taxes on the 

market response to public information. There are two objectives: First, I employ 

the model in Shackelford and Verrecchia (2002) to investigate the extent to 

which differential tax rates on short and long-term capital gains and losses affect 

equilibrium price and trading volume response to public information disclosure 

(both 'good’ and ‘bad news’) about the value of a risky asset. Second, I examine 

whether capital gains taxes affect the information content of equilibrium prices 

with respect to public information disclosures. In particular, 1 modify the 

Shackelford and Verrecchia (2002) model to include exogenous random supply 

of the risky asset and examine whether asymmetric tax treatment of short and 

long-term capital gains and losses affects the extent to which market prices 

reflect public information about the value of the risky asset.

The results indicate that differential tax rates cause equilibrium prices to 

be more sensitive to public information disclosures. In addition, they result in 

lower (higher) trading volume around public disclosures when there is a price 

increase (decrease) due to the magnified tax costs (benefits) associated with 

realizing a short-term gain (loss). Moreover, differential tax rates cause prices to 

be, on average, more sensitive to exogenous noisy supply of the risky asset. The 

results also suggest that the noise effect outweighs the information effect so that 

prices are, on average, more volatile and less informative with respect to public 

information.

iv



Contents

Chapter 1: Introduction......................................................................................... 1

Chapter 2: Background and Prior Research.........................................................9

2.1 Introduction...............................................................................................9

2.2 Capital Gains Tax Research.................................................................. 10

2.2.1 Overview of Capital Gains Taxes.................................................... 10

2.2.2 The Capitalization of Capital Gains Taxes.....................................12

2.2.3 The Lock-In Effect of Capital Gains Taxes....................................14

2.2.4 The Effect of the Capital Gains Holding Period.............................15

2.2.5 Summary.......................................................................................... 18

2.3 The Informational Efficiency of Capital Markets................................... 19

2.3.1 Information and Asset Price Determination................................... 21

2.3.2 The Informational Role of Prices....................................................22

2.4 Conclusion...............................................................................................24

Chapter 3: Structure of the Market and Investors’ Demand for Risky Assets in

the Presence of Capital Gains Taxes....................................................................26

3.1 Introduction.............................................................................................26

3.2 The Basic Model.....................................................................................26

3.3 Characterizing an Investor’s Demand Function 29



3.3.1 Investor Demand Function if only Capital Gains Attract

Differential Tax Rates.................................................................................. 31

3.3.2 Investor Demand Function if both Capital Gains and Losses Attract

Differential Tax Rates................................................................................... 40

3.4 Conclusion................................................................................................46

Chapter 4: Capital Gains Taxes and Equilibrium Price and Trading Volume

Response to Public Information in a Noise-Free Market with Two Types of 

Rational Investors................................................................................................... 48

4.1 Introduction.............................................................................................48

4.2 Defining Equilibrium...............................................................................49

4.3 Market Equilibrium if only Capital Gains Attract Differential Tax

Rates.................................................................................................................... 52

4.3.1 Equilibrium Price and Demand Functions...................................... 52

4.3.2 Trading Volume...............................................................................57

4.4 Market Equilibrium if both Capital Gains and Losses Attract

Differential Tax Rates........................................................................................60

4.4.1 Equilibrium Price and Demand Functions...................................... 60

4.4.2 Trading Volume...............................................................................65

4.5 Conclusion............................................................................................... 66

vi



Chapter 5: Capital Gains Taxes and the 'Information Content’ of Securities’

Prices......................................................................................................................69

5.1 Introduction............................................................................................. 69

5.2 Defining Equilibrium...............................................................................70

5.3 Market Equilibrium if only Capital Gains Attract Differential Tax

Rates...................................................................................................................71

5.3.1 The Equilibrium Price Function...................................................... 71

5.3.2 Comparative Statics..........................................................................75

5.4 Market Equilibrium if both Capital Gains and Losses Attract

Differential Tax Rates.......................................................................................81

5.4.1 The Equilibrium Price Function...................................................... 81

5.4.2 Comparative Statics..........................................................................85

5.5 Conclusion............................................................................................... 88

Chapter 6: Summary and Conclusions............................................................... 90

6.1 Overview of the Thesis............................................................................ 90

6.2 Limitations and Caveats..........................................................................93

6.3 Future Work............................................................................................. 94

6.3.1 Analytical Extensions.......................................................................94

6.3.2 Empirical Implications.................................................................... 95

Appendix A: Proofs.................................................................................................96

vii



Appendix B: Calculations.................................................................................. 113

Bibliography........................................................................................................ 120

viii



List of Figures

Figure 3.1 Investor demand for a risky asset if only capital gains 38

attract differential tax rates depending on whether they

are short or long-term

Figure 3.2 Investor demand for a risky asset if both capital gains 44

and losses attract differential tax rates depending on

whether they are short or long-term

Figure 5.1 Equilibrium price regions when only capital gains attract 75

differential tax rates

Figure 5.2 Comparative statics based on numerical solution of the 80

‘information content’ of prices if only capital gains

attract differential tax rates

Figure 5.3 Equilibrium price regions when both capital gains and 85

losses attract differential tax rates

Figure 5.4 Comparative statics based on numerical solution of 88

equilibrium if both capital gains and losses attract

differential tax rates

ix


	Title Page
	Certificate of Authorship/Originality
	Acknowledgment
	Abstract
	Contents
	List of Figures



